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Abstract

India is a federal state where the institutions of fiscal federalism have
been determ ned by a-conplex political, social and economic history, in addition
to the guidelines inposed by its constitution and legal institutions. The
institutional structure, wthin which tax, transfer and public spending programs
are designed and inplemented, can be an inportant tool £foxr, or nmjor inpediment
to, economc reform and devel opment. Therefore, wunderstanding how the fiscal
federal structure works in India and the constraints given by its political
econony are inportant inputs for analyzing the likely effects of reform In
this paper we begin the developnment of a nodel of fiscal federalism in cthe
Indian case that allows for self-interested government decisions, political
pressure, and inperfect instrunents of contrul. We show Low costly influence

activities my depend on the federal fiscal structure in place in India.



Indian Fiscal Federalism Political Econony and Issues for Reform

Kenneth K etzer and N rvikar Singh

1. Introduction

India is a federal state with a larger population than the United States
and the European Commnity combined. Not surprisingly, it is one of the nost
fiscally decentralized, as neasured by the proportion of government expenditure
that occurs below the central level. The assignnent of fiscal responsibilities
to different levels of governnent has been determned by the political, social
and economic history or India, in adaition to tne guidelines inposed by its
constitution and legal institutions. The institutional structure, within which
tax, transfer and public spending prograns are designed and inplenmented, can be
an inportant tool for, or a major inpediment to, economc reform and devel opnent.
Therefore, understanding how the fiscal federal structure works in India and the
constraints given by its political econony are inmportant inputs for analyzing the
likely effects of reform  Further, the reassignnent of fiacel responsibility,
respecting the legal, political and social environnent, can be a fruitful area
for institutional reform to promote growth and devel opnent.

one of the najor issues of policy debate in India over the years since
i ndependence has been the division-of authority for collecting revenues and of
responsibility for making public expenditures between the central, state and
| ocal governnents. The constitution of India recognized the political need for
decentralization by granting a significant degree of fiscal autonony in explicit
provisiens. Tt assigned specific tax instruments and autononous responsibility
for certain public spending prograns to the states. Political pressures for the
decentralization of fiscal authority arise fromconflicts over the allocation of
public resources across regions and social conmmunities and the w despread concern

that concentrated political power at the federal level wll benefit mgjority
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constituencies. Regi onal decentralization of taxation and public spending may
pronote fairness and help protect mnority interests in the distribution of
public and private resources under nmjority rule. Even with constitutiona
mandates and a legal system that protect minority groups, the fiscal policies
chosen by a federal government can favor some regions over others and, therefore
some social communities over others. A major issue in public policy debate in
India is whether or not its systemof fiscal federalism guards against a nationa
mpjority choosing an allocation of public goods and distribution of tax burden
that disfavors some regions or' comunities.

Studies of the economics of fiscal federalism in India have concentrated
on problems of allocative efficiency and the system of interjurisdictiona
transfers without nodelling how politics and economics interact' in the
institutional setting of Indian federalism'. The goal of this paper is to
initiate such an investigation by developing a political-econony nodel of
decentralized fiscal policy making notivated by the Indian case. The nodel of
this paper proposes a framework for analyzing how political forces influence the
provision of public goods by different |levels of government and allocation of tax
revenues across jurisdictions under different institutional structures
Intergovernnental fiscal relations are discussed using a sinple nodel in which
public goods allocation at the federal and the state level is determned by
majority voting.

The first application of the nodel is to show how majority rule in a
decentralized fiscal system leads to a division of tax revenues between the
federal and state governments and an allocation of public expenditures between
national and local (state) public goods. In the exanple nodels, a state
government is identified with a particular l|ocal public goods spending plan which

is chosen under majority rule by the median voter of the state. A federal

‘There are notable exceptions to this statement. Rao (1981) allows for
political variables in his analysis of tax and expenditure determnation in four
Indian states. Rao and Tul sidhar (1991) relate trends in public expenditure in
India to Bardhan's discussion of Indian rent-seeking. Rao and Sen (1993) discuss
the role of interest groups in public expenditure theorﬁ and attenpt to relate
India' s experience to these ideas. None of these papers has a fornmal theoretica
model
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government consists of a level of national public goods provision and set of
interjurisdictional transfers which is chosen by a mpjority of the states -- that
is, by the median voter in a sinple majority ofstates. The need for nationa
policy mekers to achieve a parliamentary majority leads to the result that -a
subset of states is favored in the federal allocation of public resources. In
this system discretionary policy making by national fiscal authorities chosen
indirectly by a simple mgjority can thwart social goals of fairness or equity in
the distribution of public expenditures and tax burdens across regions or
communities

Several interesting issues arise when authorities representing different
jurisdictions can undertake efforts to influence the policies chosen by other
levels of government in a federation. The institutions of fiscal federalism
establish the extent to which each level of governnent exercises discretion and
therefore, det er m ne the i nportance of i nfluence activities in
interjurisdictional fiscal relations. VWen the federal governnent has sone
discretion over intergovernmental transfers between itself and the states or
across states, state fiscal authorities have incentives to try to influence the
allocation of grants to favor their constituents. For exanple, the federa
government might use matching grants to provide incentives to sub-national |evels
to provide specific public goods or transfers. |f the objectives or amounts of
mat ching grants can be chosen by the national government , then the state or |ocal
authorities will seek to have the fornmulae changed to the benefit of their
jurisdiction. Wile the notives can be purely redistributive, these activities
distort the allocation of resources so that efficiency and other social welfare
objectives are sacrificed

Institutional design can either exacerbate or reduce the possibilities for
rent-seeking and simlar unproductive redistributive activities. It is a widely-
held belief that opportunities for such activities abound throughout the
different levels of government in India. Here, we only raise the possibility
that the system of fiscal federalism in India may give rise to undesirable

efforts to influence transfers between jurisdictions. The sanme idea applies to



national government provision of public goods that have a local aspect, that is
the distribution of benefits to different regions can be chosen, and to taxes
when the regional distribution of incidence varies with the tax instrument

In this paper, we explain how influence activities at sub-national |evels
of government can be incorporated into the political-econony nodel of
decentralized fiscal policies chosen through majority voting. One inplication
of the sinple nodel is that the stakes for state governnents in influencing the

distribution of transfers from the federal government and national public goods
spending can be very large. Another is that a reduction in the degree of
discretion available to the federal governnent over the allocation of comopn
revenues across states could lead to an inproved ability for achieving overal
social welfare objectives of distribution and efficiency. Although it inhibits
the ability of fiscal authorities to respond to changing circunstances, a fixed
wel | -defined assignment of tax authority, public spending responsibility and
interjurisdictional transfers between the federal and regional governments
reduces the capacity for counter-productive influence activities between levels
of governnent.

Our paper proposes an approach for modelling the political econony of
fiscal federalism for the purpose of informng the discussion of institutiona
reform when sub-national public authorities engage in unproductive influence
activities. At this stage, the nodel is just a starting point for identifying
the inportance of reform of the institutional structure in which fisca
assignments are made in a federation and is far fromthe point of application to
real reform in India. However, the essential features of our nodel are inforned
by the experience of federalismin India and rely on several observations about

the allocation of federal revenues, as well as the assignment of fiscal authority

and responsibilities in India.. Before we propose our nmodelling strategy, we
provide a survey of the elements of Indian fiscal federalismthat are inportant
for fiscal reformw th an enphasis on those that are gernane to the assunptions

we make in our nodel.
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The remainder of the paper is organized as follows. In section 2, we
provide an overview of several najor issues and features of Indian fiscal
federalism This section begins with some specific nmotivation for our analysis:
the fiscal issues faced by the Indian government in its current process of
overall economic reform It ends by drawing out three major issues around which
our subsequent. discussion is organized: tax conpetition anong the state
governnents; tax conpetition between the center and the states; and the fiscal
inbal ances between the center and the states. Section 3 discusses the inportance
of these three issues for the political econony of fiscal federalism Section
4 proposes the nedian voter nodel of multi-jurisdictional fiscal policy nmaking
and discusses how it can be used to analyze the political econony of fiscal
federalism.more precisely. W focus, in particular, on the fiscal gap between
the center and the states, and consequent determnation of interjurisdictional
transfers. This section briefly discusses variants of the basic nodel of fiscal.
federalism and the extension to incorporate unproductive rent-seeking between
level s of government. Section 5 gives a summary conclusion and discussion of

extensions for further research.

2. The Case for Reformof the Federal Fiscal Structure

The Indian governnent has undertaken an extensive set of reforns since
19912, These reforns have occurred at - and been partly notivated by - a time
of governnent fiscal stringency. They have involved considerable scrutiny of the
allocative role of the governnent in the Indian econony. This has particularly
focused attention on the efficiency of government expenditures. India's fiscal
federal structures are potentially inportant influences on this efficiency, and
have received increased attention also in the reform period.

Wiile substantial progress seens to have been nade in the reforms, one

maj or constraint faced by the governnent in its liberalization attenpts has been

A summary of the experience of reformand remaining issues is in the report
on a conference held at the University of California, Berkeley {(Kohli, 1993).
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the fiscal deficit, which has increased to the point that some anal yses suggest
is unsustainable'. Attenpts to control the central government deficit, however,
have been unsuccessful®. The central government deficit threatens to be well in
excess of 6 per cent of GDP. Mich of this deficit comes from statutory and
discretionary transfers to the states fromthe center; The states rely heavily
vn these transfers to cover their expenditurcs.

Therefore, the central government is unable to independently tackle the
issue Of the fiscal deficit®. The state governnents must also play a role, but
their own burgeoning deficits suggest that they have not done so as yet. State
governments Point out that they are constitutionally obligatcd to make the lion's
share of social expenditures, and that squeezing thema || have dire.consequences
for the welfare of citizens. Clearly, the issue is one of some urgency, and
understanding the political and institutional constraints and possibilities of
the fiscal federal structure is vital; Wile we do not model the fiscal deficits
issue, it my be kept in mind as a motivating factor, in addition to the general

attention to the governnent's role in a liberalized econony.

Revenue-sharing between Central and State CGovernnents

W& begin with some basic facts on India's federal structure. Excel | ent
recent surveys are in Rao and Chelliah (1990) and Rao (1993}, so we do not
attenpt a conprehensive description. From 1974 to 1986, on average, India's
subnational governments accounted for a little over half of total government
spending (Wrld Bank, 1988). For 1987, the figure was 54.4 per cent (Rao, 1993).
Their  revenue, on the other hand was substantially below this fraction. The

difference was largely closed by central government revenue sharing and other

3Tn particular, this is the conclusion OfF Buiter and Patel (1931).

‘For exanple, see the report by Jha (1994), or subsequent coverage of the
central government budget in Indian newspapers.

SAn excellent recent survey of the role of sub-central governnent finances
in the process of cutting the fiscal deficit in India is Rao and Narayana (199).



7
government transfers. For 1987, the share of state government revenue in total
governnment revenue was only 30.2 per cent, and the states financed only 43.4 per
cent of their expenditure from their own revenues (excluding loans)®.

Revenue sharing is, of course, comon in federal systems. The rationale
for sharing is often based on fiscal capacity: the ability of the central
government to raise revenue at lower collection costs and creating snaller excess
burdens. VWhat is not necessarily stressed is the dependence of that fiscal
capacity on the particular institutional setting of fiscal policy-making. One
of the striking conparisons that is highlighted by Rao (1993) is how |low the
ratio of states' revenue to states' expenditure is for the Indian case, that is,
43.4 per cent. The only conparable figure is 44.6 per cent for Australia, which
has a total population about as large as a snmaller Indian state. Figures for
other larger federations are substantially higher, for exanple, 88.1 per cent for
the United States, and 67.4 per cent for Brazil. These other federations also
involve nmore spending directly by the central government, for exanple, 69.1 per
cent in the US. and 67 per cent in Brazil. Thus India stands out because as a
large federation it has a high degree of decentralization of expenditure. One
m ght expect this result because of India' s size, but not the correspondingly
hi gh degree of centralizal:ion of revenue collection that occurs. The result is
what Rao (1993) calls a "vertical fiscal imnbalance". However, there is no prim
facie reason for this inbalance to be a problem [f it sinply reflects
differences in fiscal capacity, coupled with information differences that favor
decentralization of expenditures, there should be no problemat all. W wll
suggest below, however, that the political econony of this inbalance is a
probl em

Anot her commonly stated notivation for -central revenue sharing is the
reduction of inequality: a poor region will be able to raise |ess revenue per
capita, and central transfers can play an equalizing role. Again, India stands

out in this respect because of the wde range of per capita incomes: the average

_ “These numbers are also from Rao (1993), whose own source is the Government
Finance Statistics of the International Mpnetary Fund.
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per capita income in the richest state is probably at |east double that of the
poorest state'. In India, however, the evidence snggesrs that fthe equity
objective has not been achieved, even partially, through central governnent
Lransfers to the states. In fact, some analyses snggest that the overall gffaet
of central transfers has been regressive'.

If this regressivity is indeed the case, why should such an outcome arise?
Two possibilities suggest themselves, one involving the political econony of
India's figeal fcdoralism and the other the particular federal structure.
First, and nost obviously, the center may be responding to political constraints

and incentives that do not mtch the goals of esuitv or support their

achi evenent. Secondly, the center, in its elaborate exercises.to determine
transfers .to the states, must, and does, incorporate features that reward
resource nobilization efforts by the states'. This incentive goal my easily

conflict with the equity objective.
Institutions Governing Transfers
To further understand the vertical fiscal inbalance that we have

highlighted so far, along with the issues of efficiency and equity that arise

with respect to transfers fromthe center to the states, we nust briefly describe

"See, for exanple, the last colum of Table 11 in Guhan (1988, which, for
the fifteen major states, lists per capita income figures ranging from Rs. 1033
for Bihar to Rs. 3073 for Punjab, averaged over 1979-1984. A sinmilar ratio is
reported by Choudhury (1992) 0 also reports figures for per capita consunption.
These latter range fromRs. 1054 for Bihar to Rs. 1864 for Punjab, for 1986-87.
Choudhury points out that the inconme figures overstate inequality because they
are based on State Donestic Product, and not personal incone.

®A general overview of India's earlier experience in this regard is in Toye
(1981), particularly chapter 7, and in Rao (1981). A recent paper that reaches
the conclusion of regressivity of transfers is Guhan (1989). A still nore
recent survey of Indian experience wth intergovernment transfers as a poverty
reduction instrument, including a discussion of concepts, is Rao and Das-CGupta
(1393) . Rao (1994) is also a valuable source. The latter two papers nake ciear
that sone conmponents of central transfers have been equalizing, while others have
had the opposite effect. This point is taken up later in our paper.

spor discussions of this issue of encouraging resource nobilization by the
states, see, for exanple, Bajaj and Viswanathan (1989) and Viswanathan (1990),
as well as Guhan (1988, 1989)
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some of the particular agencies that partly govern these transfers. These are
the Planning Commission, Which is permanently constituted as a part of the
central governnment under the control of the. Prinme Mnister, and the Finance
Commi ssion, which is periodically constituted as a quasi-independent body,
advisory to the government". 'The distinction between the responsibilities of
the two bodies has been based on "plan" and "non-plan" expenditures, which
roughly coincide, respectively, wth "developnental" and "non-devel opmental”
expenditures”. Thus transfers for different categories of expenditure have
been, at least notionally, dichotomously determined, or influenced, by two
separate  bodies. oOf course, this has given rise to problenms of coordination of
obj ecti ves, conpounded by the ultimate fungibility of much of the transfers: in
practice, both Finance Commission and plan transfers are general purpose?.

plan transfers to the states have, to a considerable degree, been
determ ned by formulae* based on factors such as state incone, urbanization and
popul ation, but they have also included expenditures conpletely earmarked for
projects determined by the center; as well as projects which the center
encourages by providing matching funds. Wth a large element of central
di scretion and control being present, one might argue that the degree of fiscal

decentralization suggested by aggregate statistics is overstated. In other

More specifically, the Finance Con-mission is constituted every five years
with a charge to nmake recommendations that cover a period concurrent to the

period of a five year plan. Its menbership includes academ cs as well as civil
servants and politicians, but the government selects, and therefore to sone
extent controls, who serves on each commission. Its existence and broad

functions are mandated in the Indian constitution, Such a constitutional body
seens to be unique to the Indian brand of fiscal federalism

gy devel opmental expenditures we mean investment activities, including
categories such as education. Nondevel opnental expenditures are essentially for
current consunpti on.

2see Rao (1993), p. as well as Rao and Dasgup (1,993) and Rao (1994).
The latter .states ™ the ‘absence of a clear coordl nated approach for
distributing unconditional transfers to the states is a maj or weakness in the

Indian federation" (p. 27).

civen the enphasis on planning in India's first four decades after
independence, it is not surprising that these fornulae have received considerable
attention, along with other aspects of the planning process. An exanple of an
analysis of the formulae for plan transfers to states is Ramalingom and Kurup
(1991). See also Rao (1994).
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words, if state expenditures are to a large extent determned by central
instructions, the issue of the vertical fiscal inbalance becones |ess inportant.
However, this line of reasoning is controverted by the fact of state fiscal
deficits and increases in indebtedness of the states, even allowing for earmarked
central transfers. In other words, if the center wishes to control the fiscal
doficit, and states are running large deficits, they must be doing sonething
beyond the center's control.

Wile the Planning Onnmission concerns itself wth directing resources for
their potentially best uses for economic growh and devel opment, the Finance
commission's responsibility, inctudes the issue of how those resources are raised
through the tax system as well as purely expenditure-side decisions. For
example, it recommends how the proceeds of taxes, such as the national incone
tax, are to be shared between center and states. Hence, a discussion of the
Finance Commjsaion's role and functioning. requires some description of the
Indian tax systemin a federal perspective.

Central and state responsibilities and rights, with regard to which |evel
of governnent can levy a particular tax, and how the taxes are shared, are
described in the Indian constitution, in particular, Articles 268 to 293 1,
Wiile the <constitution delineated these responsibilities in broad terns,
specifics were left to be determined by the Finance Conmissions created by the
constitution for that purpose. Successive conmissions have made recommendations
about specific issues of sharing revenues. These recomendations have been nade
according to their interpretations of the constitution. The result has been a
system that allows for considerable administrative discretion, and, in the view
of some!®’, favors the center at the expense of the states in terns of raising
resources through taxation. According to this view, the central government has
not adequately used constitutional provisions that do exist for levying taxes

exclusively for states' purposes, under Article 269. Fi nance Commi ssions have

Ythe full text of these articles is reproduced in Thakur (1989).

15 For exanple, see Panigrahi (1985).
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interpreted other Articles (for exanple, 270, 271 and 272) as allowing the
central government to collect some tax revenues in ways that are exenpt from
revenue sharing, so that the states' share of taxes is reduced. For  exanple,
the center has used a long-lasting income tax surcharge that is not subject to
sharing with the states, rather than merging such taxes into the basic income tax
structure, whose revenues must be shared between center and states. A simlar
motivation is alleged with respect to newer taxes that are nade the exclusive
preserve Of the center: the sift tax, wealth tax on urban imovable property,
and tax on interest earnings on bank deposits.

The data seem to bear out sone of the above contentions. For exanple,
bet ween 1980-81 and 1987-88, inconme tax revenue grew by about 90 per cent: Tax-

revenue sharing formulas have assigned 85 per cent of this revenue to the states,

though it is collected by the center. Corporation tax revenue, which is under
central control, rose by about 170 per cent in the sane period!®. O her exanples
can also be given of the sane sort of phenonenon: custons duties and central
exci se duties, both "belonging" to the center, also rose rapidly in the same
period, Nor is this a surprising outcome: to use an analogy to the behavior of
individuals, those who are taxed in some directions will shift their efforts or
expenditures towards less heavily taxed activities. Here, the center pays an
effective "tax" on some forms of revenues through revenue-sharing, and shifts it
own tax effort in other directions.

However, the analogy to the behavior of an individual can not be the whole
story. After all, the center in its competition with the state governments is
not in an adversarial position. The objectives of the center to some extent nust
include the welfare of its constituents in each state. W say "to some extent"
because there is the possibility = one that seems evident for the Indian case -

that each government is conposed of self-interested individuals". This would

Yithese figures are derived from Table 5.5 Wrld Bank (1989). Of course
the evidence can only be suggestive, since other factors may have been changing
as well.

7The now classic analysis of India as a "rent-seeking" society is Bardhan
(1984).
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then lead to adversarial conpetition for the control of resources. We shall
return to this issue in the discussion of tax conpetition between the center and
states, later in this section.

To recapitulate, the central governnent is able to circunvent the Finance
Commission's intent in tax-revenue sharing, and has a.superior conmand over tax
resour ces. In practice, as we have noted in the discussion of the vertical
fiscal inbalance, the center has not fully translated this superior command over
resources into greater direct expenditures. Mich has flowed back to the states
in other ways. But as we pointed out in the context of plan transfers, the
center has been able to exercise considerably nore discretion than it could have
done if the transfers to states were chiefly determ ned by exogenous formul ae.

In fact, discretionary transfers appear to have grown as a proportion of
revenue sharing with the states in recent years. These discretionary transfers
tend to favor states with higher per capita incomes!®. This is particularly true
for transfers from the federal government that are allocated according to
matching formulae, i.e., where the center matches state expenditures for a
particular project or category according to a preset rule. The use of matching
favors richer states to the extent that they can nore easily come up with their
share, and is one contributing factor in the growth of fiscal disparities anmong
states in India. A final aspect of this issue is that state deficits have grown,
and loans to states by the center have grown correspondingly: again, this is
potentially a conversion of rule-based finance of the states' expenditure to

di scretion-based finance, since |oans are based on central governnent discretion,

18sge Chelliah, Rao and Sen (1992) and Rao and Chelliah (1990) for
overviews. Rao and Das-Gupta (1993) report that specific purpose transfers from
center to states rose from 11.9 per cent of total transfers in 1975-76 to 18.3
per cent in 1988-89 (see their Table 8). Rao and Narayana (1994) note that the
capital of central public enterprises was al so biased towards high incone states.
Rao (1994? reports some striking figures (see his Table 8). Looking at the
seventh plan period, 1982-85, and at 14 mmjor states, divided into high, niddle
and low incone groups, statutory transfers (shared taxes and Finance Conm ssion
grants) per capita were respectively, R3. 321, 439 and 472: hence these were
equal i zing. However, non-plan |oans were, respectively, Rs. 722, 423 and 377 per
capita; they particularly favored the high income states as a group. Finally,
central plan assistance including centrally sponsored schenes was, respectively,
m 533, 227 and 287 per capita, again favoring high income states. Wthin each
group and category there were even greater variations, suggesting that discretion
In central transfers was operating in nonobvious ways.
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which is swayed by political considerations. W will discuss this further in

section 3.

Tax Conmpetition between Central and State Covernnents

The problem of tax conpetition between the center and the states extends
beyond issues of tax-revenue sharing discussed above. |In practice, there is also
considerable overlap in the inposition of taxes, particularly indirect taxes.
Excise taxes by the central governnent, sales taxes by states, and even |ocal
taxes!® by urban governnent bodies may fall on the same commodities. For each
type of taxation, there are often nultiple rates, and there is little evidence
of tax coordination between center and states®. Rate multiplicity is not just
a problem across |levels of government. States inpose a wide variety of sales tax
rates and exenptions leading to significant variation in the effective tax rates
inposed on different sectors and activities. For exanple, the state of QGujarat
has 22 different sales tax rates.

There are sone systematic economic analyses of the details of this conplex
Indian tax structure, in particular the work of Ahmad and Stern (1987, 1991},
on which we draw here. The Indian ratio of taxes to CDP rose to 17% by the nid-
1980s, which is high in conmparison to the rest of South Asia®*, There has also
been a steady increase in the inportance of indirect taxes in revenue collection
since independence. Indirect tax revenues totaled 14% of GDP in the same period,
while direct tax revenues were only 2.7% of GDP, the sanme proportion of @r as
in fiscal year 1950-51. Thus the growth of the ratio of tax revenue to GDP was

due to growth in indirect tax revenue. The relative uninportance of direct tax

1"In particular, there is the "octroi", which is a tax on goods entering
some urban areas, and which appears to be a remant of older times and peculiar
to India.

2°an excellent discussion of tax conpetition in India in a conparative
context is in Rao (1993).

21poy Pakistan, the conparable 1985 figure was 11.2%, while it was only 7.2%
for Bangl adesh. See Ahmad and Stern (1991}, p. 267.
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revenue is illustrated by the fact that, currently, there are only about 10
mllion registered personal income tax payers in a population of alnmost 900
mllion. Finally, since liberalization of the trade regine, through reductions
of tariff rates and the replacement of quantitative restrictions by tariffs,
began in the md-1980's, custons duties have increased in relative inportance ,
although indirect taxes in total have not increased as a fraction of GDP.

As noted above , the specific indirect taxes inposed in India have been
heavily affected by the provisions of the constitution.. Under the Government of
India Act of 1935, which formed the basis for the 1950 constitution's assignnent
of fiscal rights and responsibilities, the provinces (precursors of present-day
states) were granted jurisdiction over the taxation of final goods. Thi s
assignment, in effect, carried over to independent India. The resultwas that
the central government increasingly felied on excise taxes on domestic
production. This use of excise taxes by the center in turn led to a cascading
structure of indirect taxes, with very high effective tax rates that vary greatly
across sectors. In the 1980s, this problemas finally beginning to be addressed
by the adoption of a systemcalled MOoDVAT which allowed for rebates of some taxes
under central government control®.

Ahmad and Stern (1987) have conducted a detailed analysis of possible
directions of tax reformin India, given the structure sumarized above. They
exanine the balance, within indirect taxes, of excises, sales taxes and custons
duties, using the concept of social marginal cost of revenue, which is sinply the
loss in social welfare fromthe marginal rupee raised from each source. Thus a
bal anced tax systemwoul d be one where these social marginal costs are equalized.
They also conpare the estimated social marginal costs for indirect taxes wth
those from some possible direct tax increases. Their analysis allows for
differences in evasion and in admnistrative costs of collection. Their results
support the view that a shift towards direct taxation would be desirable, because

it would reduce the social coscs of raising a given aggregate tax revenue.  They

Zpyrohit (1993) surveys the experience with MODVAT in India, as well as
comparing it with other countries' VAT schenes.
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also find that a nove towards a uniform per person subsidy for consuners,
financed by indirect taxation, would increase welfare. The caveat they provide
for this latter result is that of administrative feasibility, and this issue is
not really addressed in their technical analysis. Nor does such an approach
incorporate the political econony of center-state fiscal relations and the
resulting constraints on possible changes. Finally, this kind of analysis does
not address how the tax revenues are shared. As our approach suggests, the issue
of tax revenue-sharing nust affect the question of how taxes are collected.
Hence We return to this topic in this section.

A review of the overall experience of tax revenue-sharing “, and the work
of the Indian Finance Comm ssions suggests that, after some sizeable shifts in
practice in the first decades after independence, changes in revenue sharing have
been marginal. The Ninth Finance Conmission, the |ast one to report, was given
a fairly broad charge, in terms of questions of federalism it was asked to
address. This was a change in approach from what previ ous conmi ssions were asked
to do. In particular, it was asked to adopt a normative approach for assessing
the receipts and expenditures of the center as well as the states, and to assess
the debt positions of the states. Furthermore, expenditures under the national
five-year plans, previously excluded from Finance commission scrutiny, were now
included inplicitly in the Ninth Commission's terms of reference®., \Wile the
softening of the artificial distinction between plan and non-plan accounts was
a desirable reform the recomendations did not depart significantly from those
of previous commissions, and the issues before the Tenth Finance Commi ssion,
currently working on its report, are essentially the same as they were for its
predecessor®.

Despite the constitutional mandate of the commissions, the central

gover nnent has been reluctant to adopt those recomendations of =recent

+See, Lor exanple, Gurumurthi, 1993.

%#g5ee Thakur, 1989, ch.10.

255ee, in particular, Chelliah et al (1992), Rao (1990} and Rao and Chelliah
(1990).
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conmi ssions that would provide it with no benefits. An exanple of this behavior
is the rccommendation Of the Eighth Finance Commission in 1984, that states he
allowed to tax advertisements in newspapers and journals. This recomendation
was never acted on?. The recent experience, therefore, suggests that a fresh
look at these issues is worthwhile. MNunerous detailed-and practical suggestions
for refornming some or all of the formulae used for revenue-sharing have been
made,?’ However, as is the case for tax reform suggestions, t hese
recommendati ons have been partial: they specify how taxes should be shared

wi t hout examining how and from where they should be collected.

Tax Conpetition between States

Up to now we have focused on center-state fiscal relations. Anot her
feature of fiscal federalism is, of course, the conpetition among the |ower |evel
conponents of the federation. Tax competition, which includes the phenomenon of
tax exporting (the choice of taxes to shift tax burdens to nonresidents), has
received considerable attention in the theoretical literature on fiscal
federalism* . Exanples of this phenonenon are well docunmented in a general way
for the Indian case, though there is little systematic quantitative analysis of
the distortions associated with tax conpetition ampng states or localities in
India®. What is particularly interesting about the Indian case is that the
center has not been able or willing to try and coordinate state actions with
respect to taxation. Its ability to do so would clearly have been enhanced by

sonmething akin to the provision of the United States constitution, which prevents

%0ther exanples of this kind of phenomenon may be found in Gurunurthi
(1993).

1 For exanple, see Singh, 1987, Gaur, 1988; Singh, 1988; Thakur, 1989;
Chelliah et al, 1992; and Gurunurthi, 1993.

*see Wl dasin (1986) for a conprehensive survey.

29Rap (1993) is a good source of exanples of tax competition in India. The
only quantitative analysis of which we are aware is Rao and Vaillancourt (1993).
Ahmad and Stern's analysis is at a nore aggregate level, and so does not |ook at
interjurisdictional tax conpetition.
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restraints on interstate commerce, and which has been used to rule out taxation
of interstate trade. However, the question arises as to why sonme kind of
cooperative agreement has not been possible in this respect. W conjecture that
the heterogeneity of the Indian states has made the requisite political coalition
more difficult, but this requires more formal and.careful analysis of the

coalitional bargaining structure of the situation, which is somewhat outside our

current scope.

Additional Isgsues

Two finai aspects of fiscal federalismin India need to be nentioned in
this overview  First, we note the growing inportance of loans from the center
to the state governments. Since states have not been able to raise adequate
resources on their capital accounts, they have regularly borrowed from the
center. We alluded to this earlier in trying to understand the pattern of
central revenue raising efforts, and suggested that it, too, was an exanple of
a conversion froma revenue system which would give the states nmore control over
their expenditures to one where the Center would have greater discretion over
state expenditures. This discretion can come about in two ways. First, the
center has the power to grant the |oans. Furthermore, it has the power, which
it has used in practice, to wite off those |oans as well. Thus, this particular
institutional arrangement has had sone pernicious political implications®®.
These loans have been nmde subject to political discretion, and political
considerations have often led to loans being witten off. This issue is
therefore an inportant one in interpreting the Indian fiscal experience, and in
t hinking about institutional changes.

The second and final feature we wish to nention is that of the role of

| ower level governnents in the federal fiscal structure. \Vhen we realize that

7y anal ogies come to mind. One is the practice, widespread in India now,
of governnments meking loans to farmers and then "forgiving" them at election
time. The second is the existence of soft budget consfraints for firms in the
erstwhile socialist economes, and for public enterprises everywhere. Some
figures on loans to states grouped by income were given in footnote 18.



18
nmost of the Indian states have populations the size of European countries or
greater, it is striking to see how weak local governments are in India". This
is presumably a legacy of the historical evolution of the Indian union, but it
raises an additional set of issues: what is the appropriate geographic or
popul ati on scope of governments for different tasks? There appears to be little
in the literature on Indian fiscal federalism on this topic, though the
theoretical principles are clear". Again, if we ask why this situation has
persisted, we my draw some lessons from the analysis of central-state relations,

and we will hazard some thoughts on this in the conclusion.

Summary

our overview has focused on three aspects of Indian fiscal federalism the
vertical fiscal imnmbalance between the center and the states, tax conpetition
bet ween the center and the states, and finally tan competition amng the states
themsel ves. our discussion has suggested that an understanding of the operation
of Indian fiscal federalism requires attention to the political and economic
incentives of the different levels of governnment, and how they interact.
Vertical fiscal relations mtter for horizontal competition, as well. In
particular, the nost interesting question, since we know that a benevol ent, well-
informed center could resolve the problem is why horizontal conpetition persists
to such a great degree in the Indian fiscal system Thus in the next section we
WIl focus o n Lheiuteraction of the ccnter With the states, rather than
interactions anong the states. We will attenpt to treat the issues discussed in

this section in as unified a way s possible.

"This may change with the passage and inplementation of two anmendments to
the constitution which require states to "hold regular elections to rural and
urban bodies and al so appoint state finance commissions at regular intervals to
reconmend transfers to these bodies" (Rao, 1994, p.2).

2The only studies of |ocal finances of which weareaware are those of
Datta (1984) and Jetha (1992). A clear exposition of the theoretical principles
on this topic is Oson (1986).
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3. Political Econony of Fiscal Federalism

The picture of Indian fiscal federalismthat enmerges fromthe overviewis
one of inefficiencies in revenue collection and expenditure allocation, and an
urgent problem of fiscal deficits. The inefficiencies in the tax structure are
indicated by the various features of the tax system at .different |evels:
cascading taxes, protectionist taxes, nultiple and widely varying tax rates,
absence of taxation of sonme sectors, and narrow tax bases. The results are a
highly distortionary tax system and resulting inefficiencies. Many of these

problems could and would exist in a wunitary governnental system but they appear
to be exacerbated by the particular institutional structures of Indian

federalism
If all levels of governnent were benevolent and perfectly inforned, it
would be an easy nmatter to discuss optimal policies. \What ever the federal

structure, the central government could use corrective taxes and subsidies for
any positive or negative externalities that arose at |ower levels of decision-
maki ng" . If we renpve the assunption of perfect information, the problem
becomes nore interesting and conplex, but again essentially straightforward:
design the corrective policies to be incentive compatible, snd that iz all. The
solution is essentially based purely on technical economc considerations of
mar gi nal benefits and costs. However, it iS slear fromthe literature on Indian
fiscal federalism that such solutions have been proposed in abundance. There are
detailed analyses of formulae and outconmes for the work of the Planning and
Fi nance Conmi ssions over the |ast decades. The political and incentive issues
are recognized, of course, but are not model ed systematically.

Qur analysis, therefore, begins with the premse that governnents are made

up of self-interested individual &. The inplication of this approach is that

¥Again, Wldasin (1986} thoroughly covers this approach.

¥This is, of course, the central tenet of the public choice school of
thought, associated with  Janmes Buchanan. See also O son (1971).
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the governnent is subject to rent-seeking behavior®®*., The sinplest nodels posit
a given rent and analyze how conpetition for that rent occurs. Mre generally,
governnment  decision-makers, by their actions, are in a position to create rents.
They cannot necessarily capture these rentsdirectly, but it is often the case
that they indirectly get a share through the competition of others for those
rents. In a standard exanple, a politician may not be able to directly take
advantage of an inport quota, but it is an easy matter to allocate the quota «
an industrialist in return for bribes, campaign contributions or the iike®,.

In the context of government susceptibility to corruption, this problenhas
been extensively discussed and condemned. However; it is also possible that
activities that cone under the category of rent-seeking may inseparably have a
positive role as well. This has been clearly brought out, in the context of
behavior in organizations, in a series of papers by MIgrom (1988) and M| grom
and Roberts (1988, 1990a,0)¥. They use the neutral term "influence activities".
Their insight, With respect to the design of institutions or organizations, is:
if the benefits from such activities in the conveyance of information for better
resource allocation are relatively low, the central de& on-naker should be
insulated from lower level influence activities by not having discretion in such
matters.

Returning to Indian fiscal federalism it is striking howits pattern of
devel opment has been towards increasing discretionary control of resources by the
center. Part of this my sinmply be explained by a divergence of objectives. 1If
the center wants a certain activity or project undertaken, it can earmark its

transfer to the state for that purpose, or it can provide inducements through

¥rhe term is due to Krueger (1974). An earlier analysis of simlar
behavior is due to Tullock {1967}, and the sanme logic underlies Oson's (1571)
contribution.

%pnother favored route is where the industrialist is a close and
subor di nat e relative, such as a son or son-in-law.

“The positive role of |obbying activities has been devel oped for the case
of governnment and industry in Kohli (1992).
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matching formulas. This is standard in discussions of fiscal federalism®®. In
the Indian case, however, the central government often effectively underwites
expenditures Of the state 'governments that it does not control or direct. It
does this through t-he granting of loans that are subsequently forgiven. What
nakes this nmethod of providing resources superior to ‘directly providing states
with additional funds by allowng tax-revenue sharing of, say incone tax
surcharges?

Several answers are possible. There are different categories of
expenditures in terns of the accounting framework used: current and capital. so
the above policy might not work. But this can be countered by observing the
considerable degree of fungibility of funds. For exanple, there is no guarantee
that @ rupee raised by taxation will go for current expenditure, and a rupee
raised by borroning will go for capital expenditure, even if the borrowing is
earmarked for investnment, sSince the government can reallocate to current
expendi ture noney that woul d have been spent on capital projects in the absence
of the borrow ng.

Anot her answer could be that a fornulaic allocation of revenues might not
serve the equity objectives of the central government. But we have observed that
these objectives did not anyway appear to be nmet by transfers in practice.
Furthermore, the formulae used have typically had some equity or equalizing
considerations built in to them Thus the goal -of equity does not seem to
justify the pattern of discretionary transfers fromthe center to the states.

The renmmining expanaton IS that the system of financing the state
governnents has allowed the center the greatest discretion to achieve goals that
are well-defined, and therefore fit the standard nodel of econom c behavior,
but are determned by government decision-nakers' self interest, rather than
aggregate social welfare. It is worth clarifying here that this notion of self
interest does not exclude attention to the preferences of constituents. [t is

easy to think of the governnent decision-maker trading off current gai n agai nst

Boates, a significant early contributor to this literature, surveys it in
Cates  (1991).
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the possibility of future gain through re-election®®. Alternatively, governnent
deci sion nmakers may pursue self-interest within the constraints imposed by the
prime requirenent of satisfying voters and wnning re-election. W& shall explore
this sort of framework in the foll ow ng section.

The next question that arises, is why control over state governments in
this nanner shoul dmatter for the central decision-naker seeking to waximize long
run self interest? V¢ suggest that the states are the key political units for
control of the central governnent. In other words, a-pliable and cooperative
state governnent in India can be very inportant in delivering a large fraction
of iLs national parlianentary seats at the time Of a gencral election. This is
by no neans a guarantee, but casual observation of Indian elections-does suggest
this as a possibility.

Two further issues renain. First, in the context of fiscal federalism
what is the analogue Of the owner of A firm in the organizational settring AS
considered by MIlgrom and Roberts? W have suggested that the central government
itself does not fulfil that role, since its interests Lie in creating
di scretionary power and responding to influence activities. The cl osest
analogue, then, nust be the popul ation of the country. The problemthen arises
as to how they can collectively inpose rules that prevent the kind of
di scretionary behavior that we have suggested arises in the Indian case. Note
once nore that such discretionary actions by the central government are not in
thensel ves undesirable. The standard argunments in the fiscal federalism
literature could justify themif the objectives of governnent were equity and
externality correction that could not adequately be achieved by |ower |evel
governments.

One can think of different solutions to this problem of inposition of
collective will of the populace on its representatives. The ideal night seem to
be a rewiting of the Constitution. Yet no constitution can be detail ed enough
to conpletely rule out such behavior. Furthernore, achieving this constitutional

change would seemto be a process fraught with difficulties and pitfalls. A

por an exanpl e of such nodel s see Appel baum and Katz (1987).
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second, nore feasible route, would seem to be the changing of the rules that
govern the interaction between the center and states within the current
constitutional framework.

The second issue has to do with the behavior of the state governnents. de
have enphasi zed the increasing discretionary aspects of the central governnent's
transfers to the states. In a sense, this implies control of the center over the
expenditures of state governments. At the same tine, the states have‘ been
running deficits which have been covered by central |oans and transfers, and they
are perceived as being profligate in many ways®. The answer to this,
presumably, lies in the state governnents' responsiveness to influence activities
from constituents, for exanple, farmers who receive subsidies, and their power
in delivering votes to the center. A possible prediction, therefore, would be
that as power at the center beconmes nore solidified than it has been recently,

the center wll be able to squeeze state expenditures nore successfully, shifting

the focus of influence activities by various interest groups to the centeri!.

The inplications of what we have suggested in this section are not
i medi ately obvious, but they are worth discussing. The key inplication seens
to be that any feasible reformust either work within the political constraints,
or finesse them Reforms that make everyone better off are clearly going to be
easiest to inplenment. The central governnent is noving towards a full scale
introduction of a VAT. This clearly has the potential to increase efficiency.
[t is less clear how those gains will be divided. To the extent that reforns can
increase the size of the econony, the trade-ott tor central decision-mkers, in
terms of different ways of achieving their self-interest, may also change. If

they gain less fromdiscretionary influence on state governnent expenditures and

*95ee, for exanple, the article onthis issue in The Econonist magazine,
January 20, 1994.

f1as an aside, we may note that if we apply the same logic of self interest
and rent-seeking to the state governments, we nmy begin to extract sone insight
into the conplex and distortionary tax systems at the state level, and the
absence of strong or effective local governments in India. Clearly, the
phenomena are so nunerous, however, that more work needs to be done on this
aspect .
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other, political, actions, they may be nore willing to allow a reassignment of
tax revenue rights that more closely aligns expenditures and revenues at the
state level and provides better incentives for tax effort. There is no
constitutional probl em in principle, wth, for exanple, all direct taxes being
collected and allocated by the center and all donestic indirect taxes by the
st at es. It could also be the case that a smaller vertical fiscal inbalance
through such reassi gnments could be consistent wth nore efficient revenue
raising without upsetting rhe central government's political control at the
mar gi n. Finally, we note once again that the urgency of the overall fiscal
deficit exerts pressure to change the current fiscal federal structure.

In the next section, we step back from these more general thoughts on
policy and reform to sketch a nodel that incorporates some of the above
mentioned features of Indian fiscal federalism In particular, we discuss how
different layers of governnment may pursue self interest within the context of
al so satisfying voters. W discuss how two layers of governnent can interact in
such a context. Wile we are far from capturing all the phenonmena described in
this section and the last, we believe the nodel adds some insights into the

specifics of the political econony of federalism

4, Qutline of a Mdel

W begin this section with a brief-mention of related work. In terns of
the median voter framework that we use below, the closest work we are aware of
is that of Persson and Tabellini (1992). They examine alternative fiscal federal
structures in the context of providing social insurance, and investigate nethods
of alleviating moral hazard problems in the provision of such insurance by
different levels of government. Qur nodel differs in the nature of the public
good being provided, and its attention to influence activities. Mrty and Ray
(1990) fornally exam ne the problem of optimal commodity taxation in a federal
system conparing centralized and decentralized decision-making. They use a

standard social welfare framework, rather than being concerned with political
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econony aspects. Since they focus on tax coordination issues, their work is
somewhat conplenentary to our nmodel. Wldasin (1983, 1984) examines the welfare
effects of intergovernment grants in situations where households my be nobile,
and where local governnments use distortionary taxes. Again, these nodels
hi ghlight features that are conplementary to those considered in our analysis.
VWhile we have informally discussed constraints on policy reforms, we have not
dealt With these in our nodel. An exanple of how this may be done in the
context of commdity tax reform is the work of Kanbur andMles (1993). Finally,
we have outlined a static nodel, wthout intertenporal budget constraints. An
anal ysis of fiscal deficits in a dynamc political econony nodel, albeit without
| ayers of government, is that of Velasco {1292).

The nodel we outline here is an attempt to incorporate several features of
Indian fiscal. federalismin a formal franmework. This enables one to see nore
precisely the assunptions that wunderlie wvarious informal arguments that have been
made. In keeping with our focus, we shall restrict attention to two levels of
government. The higher level will be the center, and the nmultiple jurisdictions
under it will be indexed by 1to indicate the lower level. W may think of these
as state, provincial or local governnents, though we will have the major Indian
states in nind in nost of our analysis, as we did in our previous discussion.

We will assume there are L of these |lower |evel governnents.

Basi c assunptions

Each governnent is assumed to provide an anount of a public good. For the
center, this amount is denoted by G and for lower level government 1it is G.
There is also a single private good, and the amount of this in jurisdiction 1is
denoted by x, . W assume that household preferences over the three goods are
identical up to a parameter, b, that nmeasures the relative preference for public

versus private goods. Thus the utility function is given by

bU(G, G) + W(x,).
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Note that two further assunptions are incorporated in the specification, Fjrst,
the relative prcference neasured by b is for bath public goods versus the private
good. Secondly, we assune separability in .the preferences of public versus
private goode. These assumptions Sinmplify the model Without affecting the main
insights.

As w shall see, further simplificati gnsg can have inportant inplications.
Two exanples of these are assuming that wutility is linear in private good
consumption, so that it becomes bU(G,G,}) + X, , or that it is separable in the
two public goods,so it becomes b(U(G) + V{G,)] + W(x,). O course both these
asgumptions can be inposed simnltaneonsiy as o wvell.

Next we describe assunptions on the distribution of the preference
paraneter b. This is assumed to have a cunulative distribution function F, (b),
with support [0,1]. The median of b in jurisdiction Iis defined by F,(b) = 1/2,
and denoted by b,®. There is also a distribution of b at the national Ievel,
which is the average of the lower level distributions. Specifically, if mn, is
the nunber of individuals, households or voters in jurisdiction 1, the national
distribution of b is given by

(1) F(b) =Zn,F, (b) /Zn,

However, we shall see that this distribution is not of direct interest in the

analysis, since what matters to the central government is the median demand level

for the public good, rather than the median value of b at the national level.

Budget constraints and taxes

Turning to the budget constraints in the nodel, we assume that incone per
capita in jurisdiction 1 is given by I, . This is exogenous and identical for
everyone in that jurisdiction. However, it may differ across jurisdictions:

there my be rich and poor states, for exanple. Beth |evels of gevernment inpose
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taxes on this incone" . For simplicity, we shall assume these taxes are
proportional to income, and that there is no deductibility of |ower level
taxes®>. The respective tax rates for center. and lower levels are t and ¢, .
There are also costs of collecting the taxes, denoted by per rupee amounts k and
k, respectively, so the tax revenues at the two levels are given by

(2} Centers: (Gk) 2 1,m,

State: (€y-k,) I,y

The budget constraint of an individia is given by

(3) x,=I,-t,I,~tI,

A word on the interpretation of collectioncostsis in order. They could also
include losses due to bribery and corruption, though one has tobe careful win
this interpretation, sincecorruptionin taxadministrationoftenmeans that |ess
than the official taxes are paid by individuals. Hre we are thinking of t and
t, as mre or less the official tax rates. Furthermore, there is no game being
played at this level in our nodel: the costs k and k, are exogenous. Finally,
one would guess that receipts from corruption in tax admnistration are localized
in tax departments, while political decision makers benefit nore from the power
to produce and allocate public goods.

A separate issue also arises in our formlation. If some of the collection
costs go into the pockets of government officials, this should show up in
individual budget constraints. W shall sidestep this conplication by arguing
that the nunber of individuals who substantially benefit from corruption is
relatively small, so that neglecting these transfers is immterial for the

anal ysi s.

) i2Note that since we are treating the private good as an aggregate, this tax
is to be interpreted as a conposite oOf the ‘usual income tax and various commodity
taxes. = We are, however, restricting ourselves to a closed econony, so there s

no rmdéel analogue Of custons duties, which have been an imporrtant revenue Ssource
in India.

3 These assunptions sinplify algebra wthout affecting essential features
of the nodel.
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CGover nment expendi t ures

Next we turn to the expenditure side. Governments use their tax revenues
to finance public goods. The unit enst for the national or central public gaad
is denoted by ¢. This is taken to include the waste,' adninistrative costs and
corruption that may be involved in the production of the public good. Simlarly,
the unit cost of the public good produced in jurisdiction 21is c,. The earlier
discussion nf cOllection costs and the nature and effects of corruption also
applies to these production costs, with the difference that gains here are nore
likely to matter to political decision makers. For the present, we assune there
are no intergovernment transfers. W also restrict attention to a.static case,
so there is no intertenporal reallocation possible by government, and current
expenditure on public goods nust be financed by current tax revenues. Then the
budget constraints are:

(4) Center: cG=(t-k)II,n,

State: ¢,G,=(t,-k;) I,

Deci si on- maki ng

W& now discuss the objectives of the central and |ocal governnents in this
nodel. V¥ incorporate political objectives appropriate for a denocracy in the
usual way through the assunption that the government follows the preferences of
the nedian voter. The logic of this assunption is that a mgjority of voters will
favor this over any other alternative, provided preferences are single-peaked so

that alternatives can be ordered in a unique way". This latter requirement is
ensured by our assunptions about household preferences and budgets. The

“p brief survey of the scope of the median voter approach is in Calvert
(1986).  Lindbeck and \%ibull (1993) follow some earlier papers in devel oping a
nmodel” of policy notivated candidates or parties, where political conpetition
converges on the nean preference. The insights of our nodel carry over to this
alterlnative framework: calculating the nean is just somewhat nore cunbersome in
exanpl es.
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alternatives here are the leveis of the public goods. Another goal of governnent
deci si on-makers may be to line their own pockets. Implicitly, this is one of-the
possi bl e reasons, in addition to power and prestige, that they wish to get re-
el ected by pleasing the majority. In the nodel so far, we may think of this
obj ective as being nmet through some share of the spending on public goods. Thus,
sone part of the unit cost of each level of public good is due to appropriation
of funds by individuals in governnment. For the noment, we assune that this is
exogenous. Then the way that this second objective can'be met is to increase the
level s of the public goods. In this nodel, this objective is subordinate to
doing what the nedian voter wants". However, this other governnent objective
should be borne in nmind, and we will return to a discussion of its role after we
have explored the inplications of the median voter assunption in our nodel

The decision-meking at the state or Jlocal level is straightforward, because
everyone is identical up to the parameter b and faces identical taxes. This
impiies that the person with the nedian b also determines the nmedian G, , This
value is determned as follows, assumng that preferences for the private good
are linear. The individual's utility, incorporating the governnent budget

constraint, is:

(5)  bU(G,Gy) +I3-£,I,-tI,=bULG, G;) +I ;-

The preferred level of the local public good for this individual is given by the

first order condition

(6) bl (G, G)) ~—2=0
1,

*0ne can think of an alternative formulation, such as that of Appelbaum and
Katz (1987), where these two objectives are WE|ghted in sonE way. Thei r
formul ati on assumes an exsgenous probability of re-election (or reap oi ntnent)
function, rather than adherence to the median voter's wi shes. P explore
this speC|f|cat|on in future work,

tegere and el sewhere, we assume that functions satisfy appropriate concavity
properties so that first order conditions characterize unique interior optim,
unl ess otherwi se stated.
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Here, the subscript "2" indicates the derivative with respect to the second
argument. Recall that b, is the median b for this jurisdiction. Then, the
above equation, with this value of b, inplicitly defines the nedian |evel of the
demand for the local public good which wiil be chosen by the | ower |evel
government. W may wite it as G (G, b, c/n;) . Note the dependence on the
level of the national public good. The nature of this dependence can vary. If
a higher Greduces the marginal Uility of the lower |level public good, i.e., the
goods aro Weak substitutes, it will reduce G,". |In this case, a higher |level of
the national public good will reduce the amount that can be pocketed by | ower
|l evel governnent. Hence, the two levels of governnent are in conpetition wth
respect to their choices. If the two |evels of public good are conplementary in
individual utility, this complementarity carriesover to the interests of the two
| evel s of governnent. In our nodel these strategic considerations are within the
constraints inposed by the need to satisfy the median voter , since we assume that
this is what the vote-maximzing government does, whatever the choice of another
l evel of government. Finally, in the case where the utility of the two levels
of public goods is separable, there is no such strategic interaction

We nmay also discuss the effects of corruption and inefficiency on the
demands and provision of the local public good. Clearly, increases in costs
decrease the demand for and amount of the public good. Thus, one could easily
graft on a function that allows political decision makers to endogenously
appropriate more per unit of the public good. This raises unit cost, and
decreases the amount provided. Wth plausible assunptions, there would be an
interior optinmum for the qovernment, in terns of the amount of corruption,
anal ogous to the nonopolist which has an optimal price where marginal profit is
zera, A conplication that this possibility raises is that voters might be
sensitive to the level of corruption through this channel, and not just to the
| evel of the public good provided. This would require an extension of the node
along the lines of Appelbaum and Katz (1987}, and we do not take it up here

A final point with respect to the first order condition above is that

corruption and other costs in tax collection do not enter the determ nation of
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the level of the local public good. However, this is just a consequence of the
special, quasilinear utility function. For exanple, if utility is separable, but

not quasilinear, the condition becones

(7) bUz(G,GJ)"W/<-)%=0
and the additional derivative in the second term does depend on the costs of tax
col lection.

We now turn to describing how the central gover nnent chooses G according
to the preferences of the nedian voter at the national level. The key difference
from the lower level s thet, gsinee i1ncomes vary acrosa lower level
jurisdictions, there is no one-to-one correspondence between the preference
paraneter b and the demand for the national public good. We will first
illustrate this with a special-case exanple, where utility is separable in the
public goods at the twoe levels. Then we wll turn to discussion af the nore
general case where there are interaction effects in the utility function. This
begins to get to the core of SONME of the issues in Indian fiscal faderalism. The
subsequent steps wll be to introduce representative government, and then

i ntergover nent al transfers.
Example 1

In the exanple, we assunme there are two states as the |ower |evel
jurisdiction, each of size n. |Income per capita in state 1 is 1 and in state 2
is- 2 There are no collection costs for taxes. The unit costs of the public
goods are 2n and n, respectively, at the national and state |evels. Not e t hat

this assunption is consistent with the national public good having twice the Size

per unit, as it has to reach twce as many people. In particular, there are no
econonies of scale in this example, whereas there might be in general. The
individual utility function is b{(lnG + 1nG;) + x, . The distribution of b in

each state is uniformon [0, 11, so the median b in each state is 1/2. Thus, the

national distribution of b is also the sane. At the state |evel, the first
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order condition is just b/G =-=n/n = 0. Therefore, substituting in the nedian
value of 1/2, we see that the equilibrium amount of G, is 1/2., For the national
public good, the general first order condition in this case is

cT
8 bU, (G, G;) ———=0
( ) 1 1 ZIlnl’

Substituting in the particular values from the exanple, we find that for state

1 this reduces to b/G =~ 2n/n(1+2) = 0, so that G%(b) = 3b/2, where the
superscript indicates that this is the demand of individual with preference
parameter b, and not necessarily the outcome. Similarly, in state 2, the demand
by individual b is &* {(b) = 3b/4. Individuals in the rich state demand |ess of
the national public good because, with a proportional tax on incone, they have
to pay nmore for it. Now, to calculate the demand of the median person, we have
to derive the distribution of demand levels, G* For state 1, the c.d.f. of g
is 26/3, on the interval [0, 3/2]. Fror state 2, it is 4G6/3, on the interval fo,

3/41. Since the states are of equal size, the national distribution of @ is.

obtained by taking the sinple average of these two functions. We obtain:
G on {0, 3/4]

HG =
1/2 + 3 on [3/4, 3/2)

Thus, the nedian of this distribution is G = 1/2, and this is what wll be
chosen by the center following nedian voter preferences. This level of G is
optimal for individuals with b = 1/3 in state 1 and b = 2/3 in state 2. Thi's
illustrates the lack of a one-to-one correspondence between the distributions of
b at the state level or national level and the distribution of demands for G at
the national |evel.

The above exanple s particularly sinple because the choices of public
goods at the national and |ower levels are independent. Suppose this is not the
case, as in the gencral first order coudition above. There, we saw that the
demand for G by individual b in state I1is a function G*(G,, b, s,), where the
|l ast argument is simply a shorthand far the cost share term Non the

distribution of demands for the national public good depends on the levels of the
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state public goods. These levels, however, also depend on the level of the
national public good, as we saw earlier. That dependence did not matter in
determ ning the nedian demand at the state level, because of the correspondence
between the distributions of b and G,. Here, however, the nedian demand for G
can depend On the whole distribution of levels of state public goods. At the
equilibrium it nust be true that the choices of the levels of government are
consistent. In other words, the level of G chosen is the nedian of a

distribution based on substituting each of the G,(G, b,% c./n,) into the function

GGy b, si).

Example 2

To make this point clearer, we consider another example, where We change
the utility function to bln(G + G,) + x;: that is, the two public goods are
perfect substitutes. W also change the assunptions on the distributions of
preferences. In state 1, there are three people, all with b = 1/2. In state 2,
there are three people with levels of b given by 1/4,1/2, 3/4. Unit cost for the
national public good is 2, and for the state public goods it is 1/2 and 3/2
respectively. Incone per capita in each state is 1. It is now possible to derive

the followi ng demand functions.

State 1: Each person has demand G.* = 1 - G, wherever this is nonnegative.
State 2 The nedian demand is G,* = 1/3 - G wherever this is nonnegative.
Center: Individuals in state 1 each have demand G = 1 « G, wher ever

nonnegative.

I ndividual demands in state 2 are (with the condition that they be
nonnegativel

1/6 = G,y 1/3 = G, 2/3 = G, .

The central choice will be the nedian of the six individual demand val ues.
This median depends on the state level choices. Now suppose G, < 1/3. This

implies G 2 2/3. This, fromthe state 2 nedian demand function, in turn inplies
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G, nust be 0. The-median denand for G nust be the average" of 2/3 and the demand
by ayone of the identical people in state 1, whose demands for ¢ exceed 2/3,
The latter, however, is 1 - G, , Wwhich nust be equal to ¢ if it is positive.
Hence, this can not be an equilibrium

Now, instead, suppose 1/3 < G, < 2/3. It is still the case that G, nust
he zero. This is due to the fact that consistency requires 1 - G, to be the
nati onal nedian and, hence, G, =1/3 =G6=1/3-(1=G),i.e., G =G, +2/3,
if e, is positive, which contradicts the initial supposition. Hence, if 1/3 <
G<2/3,6,=1=G and G, =0, this is a possible equilibrium

In such cases, where there is interdependence of central and |ower |evel
government choices, the issue of strategic behavior becomes inportant. For
exanpl e,one could think of the center choosing G given the various |ower |evel
choices and the equilibriumbeing a fixed point of the gane. Aternatively, the
center could be able to precommit, knowing how the Iower |evel governments wll
respond to its choices. Wy should either level of government care, since they
always do' what the nedian voter wants? The answer is that higher public
expenditure at your level inplies a greater cut for you as the political decision
maker. In the case of perfect substitutes in the above exanple, the interests
of the two levels of government are opposed, in this respect. A gain for one is
a loss for the other. This will not be the case in general and, in sone cases,
interests may even work in the sane direction.

Representative gover nnent

A final exanple will illustrate another aspect of political decision-making
that we have not incorporated in the above. Political support at the center
depends not on direct elections, but on gaining a mgjority in parliament. Hence
the central governnent may not be concerned with the nedian voter per se, but
with gaining such a parlianentary mejority. At the sane tine, the nedian voter

~ Y"The use of the averaﬁe here is sinply because, with six individuals, the
median is the average of the third and fourth individuals' demands.
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logic still applies in this case, as we wll illustrate with the next example.
Therefore, consider the following nodification of the first exanple, with
Separability of national and state level public good preferences. nNowlet there
bc a third state, also Of the same size, but with a different incone |evel, 1/2.
Yow the demand for the national public good in this poorest state is ¢* = 3b.
Hence the distribution of denmands in this state is G3 on [0, 31. As before, we
may construct the national distribution of demands for the national public good.
This is given hy

= 76/9 on (9, 3/4]
H(G) = 1/3 + G 3 on (3/4, 3/2]
= 2/3+ 39 on[3/4, 31

If, as we assuned before, the central governnent directly cares about the
national nedian voter, this is given by the denand level 9/14. However, if the
objective is to wn support in a mgjority of constituencies, the optiml choice
is different. To see this, assume that each state is a single constituency.
Then 9/14 will not be optimal. For exanple, the level 2/3, which is greater,
will be preferred by mjorities in the two poorer constituencies or states, in
a pairwise choi ce versus 9/14. In fact, the optimal choice here mst be G = 3/4,
or the preferred level for the median voter in the median constituency.

Aside from changing the optimal level of the national public good from the
point of view of the center, representative denocracy has another consequence
for fiscal federalism Now the central government requires nore information than
it did in the case of direct democracy, where it had to know only the national
distribution of demands for the centrally provided public good. Hre it mst be
able to rank constituencies in terms of demands for the public good*®, and then
determine what the nedian voter in the nedian constituency would nost prefer.
This creates. a role for state gevernments as providers of infornation, and

possibly inmplenenters of the centrally desired level of the national public good.

*Pormally, it Seems that the required ranking concept would be the first
order stochastic dominance partial ordering.
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Furthermore, if the central governnent can not determine what the optimal |evel
of the national public good should be, it nmay wish to substitute spending by the
rel evant state governnent (where the nedian constituency may be |ocated) as a way
of gaining political support. This alternative, of course, would require the
state and central governnents to be conplenentary in terms of political support,
which would be the case if they were conposed of the same or allied political
parties. This provides a rationale for intergovernnental transfers beyond the

usual econonic ones.

I nt er gover nment al transfers

So far, we have not looked at the possibility of transfers between states
or levels of governnent. This is our next step, and the nost significant one in
terms of analyzing Indian fiscal federalism'®*. V& can enunerate the various
positive reasons for such transfers. First, the central governnment may be
relatively nore effective or efficient at collecting tax revenues than the
states. The standard reasons for this include tax coordination and the desire
to avoid tax flight by nobile factors. What is also plausible in the Indian
context is the fact that reasons such as the concentration of adninistrative
talent at the center can lead to greater ease in enforcing conpliance at the
center, At the same time, this would not translate into higher expenditure
directly by the center for several possible reasons. The states may be able to
deliver public goods at their level at lower unit costs than the center.
Furthernore, as suggested above, they may know individual preferences better than
the center does. In our nodel, for exanple, the center may know only the
aggregate distribution of preferences or public good demands without know ng
them at each lower level jurisdiction. This pertains to possible central
provision of lower level public goods, and not to central provision of the

national public good. If the center raised nore revenue and sinply spent it on

9 recent critical survey of India's experience wth intergovernmental
transfers is Rao (19941.
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a higher level of the national public good, this would not achieve the desired
pattern of public good spending. This point is in addition to the political and
i nformati onal reasons discussed in the previous paragraph.

While all the above are standard reasons for intergovernnental transfers
that can be included in our rmdel wthout major changes, there are two additional
ones that are not directly incorporated. First, the central government may wi sh
to correct for interjurisdictional externalities or spillovers through the use
of intergovernment transfers"”. Second, it may wish to achieve redistribution
on equity grounds, and can not do it effectively by direct transfers to
individuals for informational or smiar reasons®. Wile these considerations
are not directly incorporated in our model, we may still think of them as
influencing the central government's need for transfers to |ower |evel
governments.

W turn now to considering more formally the effects of introducing
intergovernment transfers in the nodel outlined above. Let R, be the anmount
transferred to jurisdiction 1. Then the budget constraint for the lower |evel

governnent becomes:

(9) c,G,=(t,~k;) I,n,+R,

If the transfer is not tied to marginal spending on the local public good, then
this just serves as a |unp-sum grant®. For exanple, if utility is quasilinear,
there is no stinulative effect on consunption of the |ower Ievel public good.
The effect of the transfer will be purely to raise private good consunption,
ceteris paribus. The full effect, however, requires a consideration of the

central budget constraint which becomes, with these transfers:

®This is the focus of Gordon (1983), for exanple.

“'General recent surveys of these kinds of issues may be found in WIldasin
(1986) as well as in King (1984).

**This is also true even if the transfer is earmarked, except if the |ower
| evel government happens to be at the resulting kink in its budget constraint.
King (1984) is a useful reference on such points.
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(10) CG=(t"k)EI1nl"le

Again, with quasilinear wutility, the equilibrium amount of the national public
good is unchanged, but since the resulting tax rates are different, there is an
effect on private consunption. In our earlier exanple 1, with two states and a
continuum of preference paraneters, the rich state is taxed nore by the center
using a proportional tax. Assuming that the collection costs are unchanged, the
net result of the transfers will be no change in public good levels in any
jurisdiction, but a possible redistribution fromthe rich state to the poor
state®. Since total spending on public goods is unchanged, aggregate tax
revenue, net of collection costs, is unchanged. However, if the central
government can raise revenue nore efficiently, for exanple if % and k, are
proportional to the respective tax rates, W th k being a smaller proportion,

shifting the tax burden to central taxes from state taxes has the effect of

reducing the losses to individuals from the tax collection process. If the
transfers are chosen appropriately as well, it is conceivable that this
arrangement could make all individuals better off than the situation where there

are ro transfers.

Neglecting differences in tax collection cOSts, we next; coment on the
implications of intergovernnent transfers for political support in this nodel.
so far, we have assumed that the central government chooses only G, and is driven
by political competition to choose based on the preferences of the nmedian voter
(in the median state in the case of representative denocracy) with respect to G
Taxes, which finance G, are uniquely determined by G when there are no
i ntergovernnent transfers. When intergovernment transfers are introduced, this
adds several dimensions to the center's decision problem  For concreteness of
exposi tion, we shall work with the three state exanple introduced in the

discussion of representative government.

3The net transfer to the poor state is 2R,/3 = R,/3, which is positive as
long as the rich state is not Theavily favored in terns of the size of the direct
transfer.
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In general, net transfers per capita resulting fromintergovernment grants
(which are financed by changes in central taxation) are given by

R, I,ER,
wh n; LI

In the exanple, With equal state population sizes, n, and per capita incomes of
1/2, 1 and 2, one obtains the followi ng expressions for per capita net transfers:
{(6R, = R, = Ry)/7a, (-2R, + SR, =~ 2R,)/7n, and (-4R, - 4R, + 3R,)/7n. These sum up
to one, of course. If we fix one of the transfers, say R,, this leaves two
degrees of freedom for the center. It can choose the other two R's to make one
or tw net transfers positive. If it is motivated by political support, it seens
it will choose the latter course of action, benefitting two states through
intergovernnent transfers at the expense of the third. However, unlike in the
choice of the level of the public good, there is no natural ordering of states,
so there are three different sets of policies® in this exanple that will satisfy
the majority preference criterion, that is, any of the subsets of two states out
of the three. Note also that everyone in a given state is equally affected, in
this kind of exanple, by the intergovernment transfers.

One way to resolve this indeterminacy is to assume that the choice of
transfers will be made to agree with the choice of the level of the national
public good. Recall that the best choice of G for the central government in this
case is 3/4, the preferred level for the median voter in the middle income state.
This is supported by majorities in the two poorer states, here labelled 1 and 2.
Hence, the intergovernment transfers could be chosen so that net transfers, after
accounting for taxes to finance the R's, are positive for these two states. A
more conplete, but considerably nore conplex approach would be to look jointly

at central policies, that is, the vector (G, R, , R, ; Rs) and exanmi ne what would

“yithin each set there is further indeterminacy of the particular policy
chosen. For example, vectors of transfers can be scaled up or down wthout
affecting the mpjority coalition. This indetermi nacy can presumably be renpved
by incorporating the tax collection costs, or other operating costs, in the
appropriate way.
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be optimal for the center in terns of ensuringpolitical support. This support
woul d depend on individual utilities from the policy chosen.

In the discussion so far, we have assuned that intergovernment transfers
are lunmp-sum SO that with quasilinear individual wutilities, there is no
stimulative effect on local public good consunption. Continuing with the
quasilinear, separable case, we note that the center does have a way of
stinulating |ower level public good expenditure if it wi shes. The reasons for
wanting to do so could be, for exanple, spillovers across |ower |evel
jurisdictions that are neglected by those | ower |evel governments. In this case,
transfers may be in the formof matching grants, sothat R. = a,G; . A matching
grant of this formreduces the nmarginal cost of local public good production, and
therefore increases the equilibrium provision of local public goods.

Vi believe that the above nodel for analyzing both types of intergovernment
grants can be extended to one with a more general preference structure, in which
preferences over national and local public goods are not separable and utility
is not linear in the private good. In that case, transfers between jurisdictions
wi |l have additional effects caused by substitution in household preferences that
can either support or hinder federal government objectives. W take this up again

after we have introduced influence activities into this framework.

Influence activities

VWen the federal government designs transfer schemes to provide incentives
for lower levels of government, the possibility arises that sub-national
authorities can engage in activities to try to influence the formulae thenselves.
This is the case, as noted in our discussion above, when the central governnent

policy makers retain discretion over at least a portion of intergovernnent

transfers. M1lgrom and Roberts' general fornulation of influence activities
within an organization can be applied directly to intergovernmental transfers in
a federation. Discretion at the federal level can give rise to unproductive

redistributive activities by |ower |evels of governnent that can reduce or offset
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the gains from providing incentive schemes such as mtching grant fornulas.
Suppose that the federal government can select either the anmpunts of
intergovernmental transfers, R,, or policy formula paraneters, such as a.,.
Because state or |ocal governnentpolicynmekers prefer receiving larger transfers
from the central government so that they can provide higher levels of spending
on state or local public goods, they wll expend effort in general trying to
change the federal policy. For example, we can extend the nodel to allow state
fiscal authorities to expend effort e, in jurisdiction ! on activities that yield
an increase in R,. This can be costly, so also assume that the unit cost of
producing the public good, «<¢;, rises with e, perhaps because influence
activities take attention away fromthe management of the state governnent. Each
local or state jurisdiction will balance the costs with the benefits of these
redistributive efforts at the margin to decide how much they engage in |obbying
or other types of influence activities.

To conplete this framework, we need to explain how efforts of the sub~
national public authorities influence the policy choices of the central
government actors. A sinple postulate is that the federal authorities can be
successful ly swayed because they receive some benefit. The returns to the public

officials could be nonetary, although such gains might be obtained nore easily

in a direct fashion". The benefit could also be in the form of political
support of various Kkinds. If the center cares about the median voter in each
jurisdiction, as well as at the national level, it may need to use state or other

lower |evel governnents in this fashion, to please voters appropriately.

An enbellishment of the median voter nodel can yield some interesting
insights as to how inportant influence activities mght be even when we ignore
the possibilities for personal gain for government officials. Suppose that there

is substitution between national and state public goods in the preferences of the

However, authors such as Oson and others have noted the desire for
opacity rather than transparency anmong those engaged in such activities. M
Govinda Rao also made this point to us in conversations about the functioning of
Indian fiscal federalism
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voters in each jurisdiction and that the utility function defined over these two
goods differs across jurisdictions. That is, voter preferences are given by

bU(G, G) + W(x,),
where the distribution over the characteristic b can vary across the states.
Ui(G, G) differs in functional form across states in-a way so that the nedian
voter in each state desires a different mix between national and state public
goods. In general, federal authorities can choose different policy packages
consi sting of national public goods spending and a set of transfers to the states
(al ongthelines discussed earlier, when we introducedintergovernnment transfers)
that will neet the approval of a simple maj-ority of the states' nedian voters.
Different policy proposals that yield a parlianentary nmpjority will necessarily
attract a different collect-ion of the states to the nmmjority coalition.

We assune that federal authorities are self-interested, and either benefit

from achieving a majority (which requires some nore extensive nodelling) or -from
payments from local authorities (a sinple addition). In this case, the federal

government decision makers do not have incentives to make generous transfers to
the states that do not contribute to the winning coalition of states. In fact,
they only need to nmke transfers to the states that form the ngjority coalition.
This inplies that the nedian voter in each state will want the state fiscal

authorities to do whatever they can, wto the limt of marginal costs equalling
mar gi nal benefits, to get into the mpjority. The nedian voter of a state that
forms part of the parliamentary mpjority achieves a nore desired national and
l ocal public goods plan. The stakes for the states in this type of nodel can be
quite large when, as in the case of India, intergovernmental transfers provide
for a large share of state public expenditures.

The result that emerges from this framework is that the costs of influence
activities may outweigh the benefits of discretion in making transfers between
the federal level and the states or a-cross states through the federation. One
solution is to renmove such discretion by precommitting to anmounts or fornulas.
This restraining of discretion might |ose sone of the possible benefits of such

transfers if , for exanple, it requires inposing uniformty where variation m ght
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be efficiency-enhancing. One way to precommit that is less restrictive iz to
have the decisions del egated t0 another body that woudnot be as susceptible to
i nfl uence. This is precisely the potential role of the Finance Conmissions in
India. As we have argued in previous sections, this role has not been realized

mich in practice.

5. Concl usion

In this paper we have provided an overview and analysis of Indian fiscal
federalism that stresses the interaction of political and economic factors in a
particular institutional environment. We have outlined & nodel that nmay be used
to nore precisely examine some of these factors in shaping Indian fiscal
federalism and its consequences for resource allocation. The particul ar
contribution of the nodel is to propose a systematic framework for analyzing the
interactions between the institutions of fiscal federaiism and political
decision-making that can allow strategic behavior on the part of self-interested
government decision mkers to be explored. The nodel incorporates constraints
imposedby a denocratic polity by using a nedian voter framework.  Governnents
can still act in their self-interest because tney capture some of the revenues
obtained through taxes or intergovernment transfers. In the context of
intergovernment transfers, we indicate, towards the end of section 4, haw there
can be a tradeoff between the cost of influence activities and the benefits of
discretion in such a model. This helps to nake nore precise the kinds of issues
raised in earlier sections of the paper. This nodel is only a beginning.
Further zecsearch Will bein formalizing the analysis in nore detail, and in
systematically conparing the predictions of our approach with India's continuing
experience. With fiscal federalism

The presentation, in section 4, of our approach to nodelling the political
economy of fiscal federalism concludes with an a discussion of the consequences
of influence activities pursued between levels of government in a federation.

In our case, these activities are motivated by the capacity of the federal
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government t0 nmake interjurisdictional transfers. Qur argument has two essential
features: representative mmjority voting determines the fiscal policy of the
federal government and federal fiscal authorities have sone degree of discretion
over public goods provision at the national level and transfers of federal
revenues to the state or local governments. W argued at the outset that there
is a significant degree of discretion at the federal Ievel over both policy
instrunents plus the share of tax revenues that accrue to the federal government,
despite appearances to the contrary. Qur proposition is that the costs of
discretionary policy making at the center of a fiscal federal system under
representative mpjoritarian rule can be very large. The point that the central
government Wi I | not have an incentive to make transfers to states left out of the
mpjority-formng coalition of states relates to worries that the fiscal
federalism as practiced in India may not promte national goals for equitable
treatment of regions and social comunities. Di scretionary policy making and
consequent influence activities in the mmjoritarian rule nodel can create
significant |osses to social welfare through the effects on allocative efficiency
and on the distribution ©of public resources. This notion of the costs of
influence activities within the organization of the fiscal policy apparatus
augnents other arguments that while discretion for policy makers is inportant for
achieving allocative efficiency, it can cone at the cost of encouraging rent-
seeking activities.

Ve conclude with a general note on reforms in India, based on our overview
in sections 2 and 3 of India's tax and expenditure systems in a federal
perspective. There are several challenges to reforming India's federal structure
of taxes and public expenditures. Coordination of tax systems anpbng states and
between the states and the central government is needed for inproving allocative
efficiency in the econony. However, tax reform will be difficult to negotiate
because states have a constitutional right to levy sales taxes, allowi ng taxation
of interstate trade. Base broadening should be a prominent goal of fiscal reform
in India, although this too faces institutional inpediments. For exanpl e,

taxation of the service sector, the fastest growing part of the econony, is
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within the province of the states, as is taxation of agriculture.
Rationalization of indirect taxes and base-broadening of the overall tax
structure are inportant and are receiving attention in policy-making. Qur
analysis and discussion suggest that institutional reform should also include the

reduction of incentives for costly influence activities across |levels of

government .



46

Ref er ences

Af] ad, E. , and N Stern, "Alternative Sources of Government Revenue:
I fnustratmns fromIndia, 1979-80", in D. Newbery and n Stern, eds., The Theory
of Taxation for Developing Countries, New York:  Oxford University Press, 1987.

Ahmad, E., and N Stern,  The Theory and Practice of.Tax Reform in Developing
Countries, Canbridge: Canbridge University Press, 1991 T

éopel baum E., and E Katz, "Seeking Rents by Setting Rents: The Political
conony of Rent Seeking", Economic Journal, 1987, 685-699.

Bajaj, J.L., .and R Viswanathan, "Financial Mnagement in the States: Role of the
Finance Commission", Economic and Political weeky, October 7, 1989.

Bardhan, P., The Political Econony of Developnent in India, ford: Basil
Bl ackwel |, 1984.

Buiter, WH, and U.R. Patel, "Indian Public Finance in the 1990s: Chal |l enges and
Prospects”, processed, Yale University, Decenber 1993.

Cal vert, R.L., Mdels of Inperfect Intormation in rolitics, pundamentals or Pure
and Applied Econonmics 6, Chur, Switzerland: Harwood Academ c Publishers

Chelliah, RJ., M G Rao, . and T. K  Sen, "Issues Before Tenth Fi nance
Conmi ssi on", Economic and Political Wekly, November 21, 1992

Choudhury, U D.R, “Inter-State and Intra-State Variations in Economc
Development and Standard of Living", Economic and Political Weekly, December 5-
12, 1992,

Datta, Abhijit, Mnicipal Finances in India, New Delhi: Indian Institute of
Public Admnistration, 1984,

Gur, A K., Federal Finance in India: Enmerging Trends, New Delhi: Deep & Deep
Publ i cations, 1988.

Gordon, RH, "An timal Taxation roach to Fiscal Federalisn, Quarterl
Journal of Econoni csgj 1983, 567-586. App y

@Quhan, S., "Issues before the Ninth Finance Commission: On Qosing the Pandora's
Box", Economic and Political Wekly, February 6, 1988.

Quhan, S., "The Norm and the Tilt: First Report of the Finance Commission”,
Economic and Political Wekly, January 14, 1989.

Qurunurthi, S., "Towards an Aternative System of Tax-Sharing", Econonic and
Political Wekly, March 20, 1993.

Jetha, N., "Financing Urban Service in India: Selected Issues", processed, Wrld
Bank, ' 1992,

Jha, P.S.. "Econony Appears Poised for Leap Forward *, India Abroad, January 28,
1994, pp.2-3.

Kanbur, S MR, and GD Mles, "Policy Choice and Political Constraints",
European Journal of Political Economy, 1993, 1-29.

King, D.N., Fiscal Tiers: The Econom cs of Multi-Level Governnent, London: Ceorge
Allen & Unwin, 1984,



47

Kohli, |., Three Essays on International Trade Policy and Political Econemy,
Ph.D. dissertation, University of California, Berkeley, 1992.

Kohli, |., Economic Liberalization in South Asia, Synposium Rapportage, Center
for South Asia Studies, University of California, Berkeley, 1993.

Krueger, A.0., "The Political Econony of the Rent Seeking Society", American
Econom ¢ Review, 1974, 291-303.

Li ndbeck, A, and J.W Wibull, "A Mdel of Political Equilibriumin a
Representative Denocracy", Journal of Public Economcs, 1993, 195-209.

Mlgrom P., "Enployment Contracts, Influence Activities, and Efficient
Organi zation Design", Journal of Political Econony, 1988, 42-60.

Milgrom, P., and J. Roberts, "An Economc Approach to Influence Activities in
Organizations", Anerican Journal of Sociology, 1988, Supplenent, 5154-S179.

Mlgrom P., and J. Roberts, "The Efficiency of Equity in O ganizational Decision
Processes”, American Economi ¢ Review, Papérs and Proceedings, 1990, 154-159.

Mlgrom P., and J. Roberts, "Bargaining Costs, Influence Costs, and the
O gani zation of Econom c Actmt&, in J. alt and K Shepsle, eds., Perspectives
on Positive Political Econony, nbridge: Canbridge University Press, 1990.

Mirty, MN, and R Ray, "Fiscal Federalism and Optinal Commodity Taxes: A
Conparison of Centralised and Decentralised Decisions", Xg king = Paper No.
E/147/90, Institur\te of Economic Gowh, Delhi, November, 1 6

CGates, W, "Principles of Fiscal Federalism A Survey of Recent Theoretical and
Enpklrlc%lglResearch", IR'S Wrking Paper No. 21, University of Maryland, college
Park, .

Oson, M, The Logic of Collective Action, Canbridge, Mss.: Harvard University
Press, 1971,

Oson, M, "Toward a Mre eneral Theory of Governnental Structure", Anerican
Economi ¢ Review, My 1986.

Panigrahi, D.D., Centre-State Financial Relations in India, New Delhi: Vikas
Publ i"'shi ng, 1985.

Persson, T., and G Tabellini, "Federal Fiscal Constitutions, Fart I: R sk
Sharing and Mral Hazard", processed, Institute for International Economc

Studi es, Stockholm July 1992.

Purohit, MC, "Adoption of Value Added Tax in India: Problens and Prospects",
Econonic and Political Wekly, Mrch 6, 1993.

Ramalingom R, and K N Kurup, "Plan Transfers to States: Revised Gadgil
Formula, An Analysis", Econonmic and Political Wekly, Mrch 2, 1991.

Kao, MG, political Econony orf Tax ‘and Expendilure Delermination; A CaseStudy
of Four Indian States, New Delhi: Alied Publisheres, 1.

Reo, MG, "Sonme Conceptual and Methodol ogical ~Comments: Nnth Finance
Commi ssion' s Award", Econonmic and Political Wekly, June 9, 1990.

Rao, MG, "Indian Fiscal Federalism from a Conparative Perspective*', processed,
National Institute of Public Finance and Policy, New Del hi, 1993.



4%

Rao, M.G., "Intergovernment Transfers in India", processed, faper presented at
Conference on Fiscal Transfer Systens, @ ngdao, China, July 5-29, 1994

Rao, MG, and RJ. Chelliah, "Survey of Research on Fiscal Federalismin India",
%g(c):essed, National Institue of Public Finance and Policy, New Delhi, August

Rac, MG, and A Das-Qupta, "Inter-govcrnnentsl Transfers a5 an Instrument to
Alleviate Poverty", processed, National Institute of Public finance and Policy",
New Del hi, April 1993,

Rao, MG, and MR Narayana, "Fiscal Reforms and the Rolc of Sub-Central
Covernnents", processed, tional Institute of Public Finance and Policy, New
Del hi, 1994.

Rao, MG, and T.K. San, "CGovernnent Expenditure in India: Level Gowh and
Conposi tion", rocessed, National Institute of Public Finance and Policy, New
Del hi, August 1993.

Rao, MG, and V.B. Tulsidhar, "Public Expendlturc in India: Emerging Trends",
National Institute of Public Finance and Policy, Wrking Paper No. 5~ New Delhi,
June 1991

Rao, M.G.,  and F. Vaillancourt, "Subnational Tax Disharnony in_ India: A
Oorrparatlve Perspective", processed, National Institute of Public Finance and
Policy, New Delhi, 1993.

Singh, A. K., Finance Commigsions in India, Allahbad: Chugh Publications, 1987.

Singh, B. p., Fiscal Transfers: A Study of Finance Commissions in India, Delhi:
Amar Prakashan 1988.

Thakur, R, Finance Conmissions and Centre-State Relations in India, New Delhi:
Deep & Deep Publications, 1989.

Tullock, G, "The Wlfare Costs of Tariffs, Mnopolies, and Theft", \western
Econom ¢ Journal, 1967, 224-232.

Toye, J., Public Expenditure and Indian Devel opnent Policy, Canbridge: Canbridge
Univeroity Press, 1981.

Vel asco, A, "A Mdel of Fiscal Deficits and Del ayed Fiscal Reforns", Research
Report #92-06, C. V. Starr Center for Applied Econonics, New York Uni versity,
January 1992.

Viswanat han, R, "Enforcing Fiscal Discipline. Ninth Finance Commssion's Award",
Economic and Political Wekly, June 9, 1990.

Wldasin, DE, "The Wlfare Effects of Intergovernment Gants in an Econony with
I ndependent  Jurisdictions", Journal of Urban Economics, 1983, 147-164.

Wldasin, DE, "The Wlfare Effects of Intergovernnental Gants in an Econony
with Distortionary Local Taxes™, Journal of Public Economics, 1984, 103-125.

\{%ééjasi n, D E, Uban Public Finance, New York: Harwood Academ c Publishers,

Wirld Bank, Wrld Devel opnent Report, New York: xford University Press, 1988.

Wrld Bank, India: Recent Developnments and Medium Term |ssues, \ashington D.C:
The World Bank, 1989.



